Most corporate governance research focuses on the behavior of chief executive officers, board members, institutional shareholders, and other similar parties. Little research focuses on the impact of executives whose primary responsibility is to enforce and shape corporate governance inside the firm. This study examines the role of the general counsel (GC) in mitigating informed trading by corporate insiders. We find that insider trading profits and the predictive ability of insider trades for future operating performance are generally higher when insiders trade within firm-imposed restricted trade windows. However, when GC approval is required to execute a trade, insiders' trading profits and the predictive ability of insider trades for future operating performance are substantively lower. Thus, when given the authority, it appears the GC can effectively limit the extent to which corporate insiders use their private information to extract rents from shareholders. 
Introduction
There is a vast empirical literature that examines the relation between corporate governance and firm performance, executive compensation, operating decisions, and financing decisions (e.g., Gompers et al, 2003; Holmstrom and Kaplan, 2003) . Most of this research examines the association between characteristics of the board of directors, institutional investors, and the extent to which managers extract rents from corporate shareholders. This literature has used plausible, but relatively imprecise measures for corporate governance (e.g., "G-score", percentage of the board that is independent, board size, presence of an "accounting expert ", etc.) and the empirical results are quite mixed (e.g., Bhagat and Black, 1998; Core et al., 2006; Larcker et al, 2007) .
One particular issue with this literature is that there is scant evidence on the mechanism by which governance is executed within the firm. For example, assuming that busy board members are less valuable monitors (e.g., Fich and Shivdasani, 2006) , what specific actions do busy board members take (or not take) that cause the board to be ineffective? Similarly, what specific actions do "accounting experts" take that increase the effectiveness of the audit committee?
Even if such actions can be specified, they are unlikely to be directly observable. In this paper, we examine the impact of the firm's internal control process -specifically, actions taken by the general counsel -on addressing one specific governance issue, namely mitigating the level of informed trade. If informed trading by insiders is considered undesirable by shareholders or illegal by regulators, corporate governance should manifest itself in effective trading restrictions. 1 Although prior work has extensively examined the behavior of corporate officers such as the chief executive officer (CEO), little is known about the role of the individual executives whose responsibility it is to shape and monitor corporate governance within the firm. The general counsel's primary responsibilities include being the legal adviser to the firm, supervisor of inhouse legal team, assessing litigation risk, evaluating compliance with regulatory rules, and dealing with various third parties (DeMott, 2005) . The general counsel (GC) is sometimes viewed as the "ethics police person" to catch inappropriate activities and institute corrective actions to bring the rule-breaker into compliance with corporate governance standards (Winders, 2005) . The GC is also a key member of the committees that examine the adequacy of internal controls and compliance with regulatory rules. Thus, the GC occupies an important position for establishing and maintaining governance procedures within the firm.
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If the general counsel actively governs insiders' transactions to mitigate informed trade, we expect to observe restrictive governance elements within the firm's insider trade policy (ITP).
However, an alternative hypothesis is that the formal governance elements contained in the ITP are simply "cheap-talk" or "window dressing." That is, the firm may simply claim that they 1 In a related study, Ravina and Sapienza (2010) measure governance using G-score and board size, and find that insiders earn higher trading profits at firms with the "weakest" governance. Although this suggests there is an association between governance and insiders' trading profits, the underlying mechanism behind this association is still not clear. 2 It is possible that personal ethics and professional standards (and the risk of being disbarred) provide sufficient motivation for the GC to always take the necessary actions to maintain a high level of corporate governance. However, the appointment of and the compensation paid to the GC are typically approved by the senior officers of the firm (e.g., the GC generally reports to either the chief executive or chief financial officer). As a result, it is not clear whether the GC will always actively monitor and evaluate management's decision making process. For example, the GC at Enron ignored the conflict of interest posed by special-purpose-entity transactions in which the CFO had a vested financial interest (Batson, 2003; DeMott, 2005) . Additionally, approximately 30% of the GCs at firms where the SEC has filed civil and/or criminal backdating charges have been terminated. These examples suggest that at least some GCs have been either complicit or have failed to institute appropriate internal controls.
restrict informed trading, but may deviate from this rule in practice or the general counsel may act as a "rubber stamp" for insider trades.
In order to investigate the effectiveness of the governance provisions in the ITP at mitigating informed trade, we examine the trades made by Section 16 insiders where we know the precise terms of the firm's ITP. 3 It is illegal for insiders to trade while in possession of material nonpublic information ( However, prior research finds that insiders do appear to place, and profit from, trades based on superior information (e.g., Aboody and Lev, 2000; Ke et al. 2003; Piotroski and Roulstone, 2005; Huddart et al., 2007; Ravina and Sapienza, 2010) . Building on these studies, we test the effectiveness of governance provisions in the ITP by examining whether such provisions are associated with (decreased) insider trading profits and the ability of insiders' trades to predict future operating performance.
Our analysis focuses on elements of firms' ITPs that allow us to infer the degree of GC control over the trading environment. Specifically, we focus on the terms of the firm's restricted trading window and whether the ITP states that GC approval is required for any insider transaction. We find that 80% of our sample firms require trades to be pre-approved by the general counsel, and the average length of restricted trading windows is 48 days (46 days before and 1 day after an information event). Interestingly, and in contrast to prior literature (e.g., Bettis et al., 2000) , we find that about 24% of all insider trades occur within restricted trade windows.
We find that active monitoring by the general counsel is associated with a substantial reduction in informed trading by insiders and the extent to which insiders use their private information to extract rents from shareholders. On average we find that insider trades that do not require GC approval earn risk-adjusted returns of 0.03% per day, but when general counsel is required such trades earn -0.01% per day, a difference of 0.04% or 7.20% over the 180 days following the trade. Additionally, and consistent with prior work, we find that net purchases of insiders positively predict future earnings surprises. However, consistent with the GC reducing the level of informed trade, we find that only those trades not approved by the GC predict the future earnings surprises.
Our results suggest that restricted trading windows, by themselves, are not effective at reducing informed trading. Rather, the results suggest that the effectiveness of restricted trade windows depends on whether individual transactions require GC approval. Specifically, we find that trades inside restricted windows earn risk-adjusted returns of 0.06% per day, 0.04% more than trades outside windows, but that trades inside restricted windows approved by GC earn -0.01%, a difference of 0.07% per day or 12.6% over the 180 days following the trade. This is in contrast to Bettis et al. (2000) who find that restricted trading windows are associated with decreased trading profits from 1992 to 1997. In additional analyses, we examine the Bettis et al. (2000) time period (and other time periods that precede recent regulatory changes), and effectively replicate their inferences that restricted trade windows are associated with lower insider trading profits. Importantly, this suggests that the primary tool used by firms to mitigate informed trade in prior periods is not especially effective in the current regulatory environment, which is perhaps an unintended consequence of recent regulations and what may be motivating an increased role of the GC in corporate governance.
Several additional analyses support the inference that our findings are attributable to active governance by the GC rather than alternative explanations. One potential alternative explanation, for example, is that the GC approval requirement is found in firms that have lower ex ante information rents available to insiders (i.e. less information asymmetry that can be exploited by insiders). 4 If this were true, it would not be surprising to observe less profitable trades at firms that require GC approval. However, we find that the GC approval requirement occurs more frequently in firms with greater information asymmetry (and therefore greater ex ante information rents) and that GC approval is associated with a significant reduction in insider trading profits even when firms are matched based on measures of ex ante information rents.
Additionally, we find firms that require GC approval of insider trades during our sample period do not have lower trading profits in prior periods, suggesting that the GC requirement itself, rather than some unobserved characteristic of the firm, is responsible for a decrease in trading profits. Overall, we interpret our findings as suggesting that the general counsel can effectively mitigate informed trade and that the choice of corporate governance directly affects the extent to which insiders use their private information to extract rents from shareholders.
Section 2 of this paper describes our sample selection and provides descriptive statistics for typical ITPs. Section 3 presents the trading profitability results across various roles for the general counsel. Section 4 discusses sensitivity analyses and concluding remarks are presented in Section 5.
Sample and Descriptive Statistics for Insider Trading Policies

Sample
There is not a convenient source of insider trading policies (ITPs) for publicly traded firms because there is no formal requirement for firms to file ITPs with the SEC. Our initial step in developing a sample of ITPs was to electronically search (or "web crawl") public company websites for posted ITPs during the months of September 2006 through February 2007. We obtain all ticker symbols from CRSP, and use Google Finance to identify the main company website address. The website was then searched (using the advanced search options at Google)
for the literal phrase "insider trading policy" and broader strings such as (insider OR executive) AND (trade OR trading OR trader OR trades). Since some firms contract their investor relations websites to third parties, we also scanned one third party investor relations website using various versions of the company name (*) and restricting the domain to *.corporate-ir.net. Once a potential ITP was found by the search, the associated document was saved and manually read to determine whether it was an actual ITP. The electronic search produced 437 ITPs ( In order to expand our sample, we also directly requested ITPs from companies in collaboration with the Society of Corporate Secretaries and Governance Professionals (denoted Society). Specifically, the Society sent an email to its membership asking for a copy of the ITP used at their company. This direct request is similar to the approach used by Bettis et al. (2000) and enables us to obtain ITPs that are not publicly disclosed for companies. This request produced ITPs for an 85 additional companies. The key portions of several ITPs are presented in Appendix A.
The total of 522 unique ITPs was further reduced by data requirements (see Table 1 Fama and French (1997) manufacturing, business equipment, and finance industries. Specifically, these industries comprise about 51% of our sample relative to 48% of the COMPUSTAT population. Our firms are also somewhat larger, with a mean (median) market capitalization of $4,935 ($920) million (Table 1 , Panel C).
Descriptive Statistics for the Insider Trading Policies
The primary data collected from each ITP consists of the length of the restricted trade window (prior to and after an announcement), and whether general counsel approval is required for any insider trade. (Jagolinzer, 2009) or the insider trading behavior not being affected by restricted trade windows. In subsequent analyses we examine whether these trades are more or less informed than trades outside restricted trade windows.
Information Content of Insider Trades
Insider trades can reflect both private information and/or individual liquidity needs. As such, not all insider trades are necessarily informed. Therefore, the degree to which insider trades are informed needs to be estimated. Prior work uses two distinct methods to estimate the information content of insider traders. The first method involves computing insider trading profits, and testing whether insider trades consistently earn abnormal profits. In an efficient market, only trades based on private information earn profits. Thus, if insiders' trades consistently earn profits, it suggests such trades are based on private (non-public) information. The second method involves testing whether insider trades predict future value relevant information (e.g., earnings surprises). If insiders are trading on private information, it raises the question as to what the information pertains to. Although not the only plausible source of private information, future earnings surprises are a natural candidate for the information known to insiders (e.g., Piotroski 8 Although strictly an exploratory observation, insiders at firms with non-public ITPs trade more often during the blackout window than insiders at firms that publicly disclose their ITP. We find no difference in average trade magnitude across these two groups. 9 Of the 7,856 trades, 6,515 (1,341) trades occurred at firms that did (did not) require GC approval. Of these 4,880 (1,121) occurred outside restricted trade windows and 1,635 (220) occurred inside restricted trade windows.
and Roulstone, 2005) . If insiders are trading based on private information about future earnings, insider trades should predict the earnings surprise.
Profitability of Insider Trades
We calculate trading profits as follows. Every trading day, we net the transactions of all insiders at the firm. We measure trade profitability as the intercept (or alpha) from the four factor Fama-French (1993) and Carhart (1997) model estimated over the 180 days following each transaction:
where R i is the daily return to firm i's equity, R f is the daily risk-free interest rate; R mkt is the CRSP value-weighted market return, SMB, HML, and UMD are the size, book-to-market, and momentum factors (Fama and French, 1993; Carhart, 1997) , and α (α) is the average daily riskadjusted return to purchases (sales), i.e., TradingProfit.
11 There are at least two advantages to this approach. First, estimating average daily abnormal returns allows us to avoid the biases inherent in statistical tests of long-run buy-and-hold returns (e.g. Kothari and Warner, 1997; Barber and Lyon, 1997; Mitchell and Stafford, 2000) . Second, computing trade-day specific riskadjusted returns relative to the Fama-French model allows us to control for differences in risk across transactions (i.e. transaction-day specific factor loadings) and provides a trade-specific measure of profitability.
To assess the impact of insider trading restrictions on insider trading profitability, we partition TradingProfit by whether the trade occurs inside or outside a restricted trade window (InWin). We also further partition trade profitability based on whether the firm has a policy requiring trades to be approved by the general counsel (GC). 12 Specifically, we estimate the following regression:
where i denotes firm, t denotes day, TradingProfit is the measure of insider trading profits estimated in equation (1), GC equals one if general counsel approval is required and zero otherwise, and InWin equals one if the trade occurs inside the firm's restricted trading window and zero otherwise.
The interaction term is interpreted as follows: GC i *InWin i,t is 1 if the trade occurred within a restricted window and required GC approval. The coefficients on the indicator variables represent the difference in conditional means. For example the coefficient on InWin i,t is the difference in the average daily risk-adjusted return between trades within a restricted window and trades outside the restricted window (for firms that do not require GC approval). To correct for cross-sectional and time-series dependence we cluster standard errors by transaction date and firm (e.g., Gow et al., 2010) , and to control for outliers we delete observations with studentized residuals greater then three (e.g., Belsley et al., 1980) .
Predictive ability of insider trades for earnings surprises
In our next set of tests, we examine whether insider trades prior to the earnings announcement predict the earnings surprise. As a baseline, we first estimate the regression:
12 Results are robust to further partitioning the sample based on whether the firm's ITP was publicly disclosed.
where i denotes firm, q denotes quarter, and Surprise i,q is either ΔEarn i,q or Anncret i,q .
NetTrade i,q is the net insider trade (volume of buys less volume of sales, as a percent of shares outstanding) over the three months prior to the earnings announcement, Size i,q is the natural log of market value at the beginning of the quarter. BM i,q is book value (data #59) scaled by market value at the beginning of the quarter. ΔEARN i,q is the forecast error from a seasonal random walk model of quarterly earnings (data #8) scaled by total assets (data #44) and in percent. Anncret q is the earnings announcement period return, measured as the three-day market-adjusted buy-andhold return centered on the earnings announcement date in percent. This regression estimation departs from the earlier profitability tests, in so far as the analysis is conducted at the firmquarter level rather than the trade level. Because earnings surprises are measured quarterly, aggregating insider trades to the quarterly level avoids repeat observations of the dependent variable and control variables.
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To assess the impact of insider trading restriction on the association between insiders' trades and operating performance we decompose NetTrade into two components, the portion occurring inside the restricted trade window and the portion occurring outside the restricted trade window. Specifically we estimate
where WindowTrade is the net insider trade that occurs within the restricted trade window (volume of buys within the window less volume of sales within the window, as a percent of 13 Results are quantitatively similar if we estimate equations (3) and (4) at the trade level rather than the firm-quarter level and if we separately consider purchases and sales.
shares outstanding) and NonWindowTrade is the net insider trade that occurs outside the restricted trade window (volume of buys outside the window less volume of sales outside the window, as a percent of shares outstanding), and all other variables are as previously defined.
Note that NetTrade is the sum of WindowTrade and NonWindowTrade. To correct for crosssectional and time-series dependence we cluster standard errors by quarter and firm, and to control for outliers we delete observations with studentized residuals greater then three. Table 3 presents results from estimating trade-specific risk-adjusted returns following insiders' transactions. Averaging across purchase and sales transactions, Table 3 shows that the average risk-adjusted return is not statistically different from zero (t-stat. of -0.63). Consistent with prior research (e.g., Seyhun, 1986; Lakonishok and Lee, 2001) , Table 3 indicates that purchase transactions earn statistically positive risk-adjusted returns of 0.06% per day over the 180 days following the transaction (t-stat. of 3.19). Also consistent with prior research (e.g., Lakonishok and Lee, 2001) , sales transactions do not appear to earn significant returns (t-stat. of -1.57).
Results
ITP restrictiveness and insider trading profitability
To better understand the implications of firm-imposed restrictions and particularly the role of GC oversight, Table 4 provides results regarding the estimation of equation (2), where governance elements of the insider trading policy are considered. Panel A, which pools purchase and sales transactions, reports that trades not subject to GC approval and executed outside restricted windows tend to earn positive returns (Model 3, Intercept = 0.02%, t-stat. of 1.89).
Panel A also reports that insiders' trades not subject to GC approval and executed inside restricted windows earn even greater returns (Model 3, InWin = 0.04%, t-stat. of 2.34). This evidence is consistent with the timing of restricted trade windows being associated with periods of heightened information asymmetry. However, this evidence is inconsistent with Bettis et al. (2000) who find that insiders' trades are less (not more) profitable when executed inside restricted trade windows. This may indicate that changes in insider trading regulation (e.g., Rule 10b5-1, SOX) since the period studied by Bettis et al. (2000 Bettis et al. ( ), 1992 Bettis et al. ( -1997 , have altered the efficacy of restricted trade windows in reducing insiders' information rents.
To the extent the GC limits informed trade, we expect the effect of GC oversight on insider trades to be most pronounced when such trades have greater potential to be informed and therefore induce greater legal jeopardy (e.g., Huddart et al., 2007) . Thus, if trades inside restricted trade windows are more likely to be informed because this is a period of heightened information asymmetry, we expect the effect of the GC to be most pronounced on trades executed inside restricted trade windows. Consistent with this, Panel A reports robust evidence that GC approval significantly reduces insiders' trading profits when trades are executed both inside and outside restricted trade windows, but that the effect is largest for trades inside restricted windows. Specifically, trades outside restricted trade windows that are approved by the GC earn 0.03% less per day than similar trades not approved by the GC (Model 3, GC = -0.03%, t-stat of. -2.33) and trades inside restricted trade windows that are approved by the GC earn 0.07% less per day than similar trades not approved by the GC, a difference of -0.04% (Model 3, GC*InWin = -0.04%, t-stat. of -2.02).
Panels B and C consider purchase and sales transactions separately. Further consistent with the GC primarily being motivated by concerns over the legal jeopardy of the trade, we find that the effect of the GC is concentrated among trades that (absent GC approval) have greater potential to be informed and therefore induce greater legal risk. Consistent with similar levels of informativeness and therefore similar levels of legal jeopardy, for purchases, we do not observe a difference in profits between trades executed inside (0.09% per day over the 180 days following the trade) and outside (0.13% per day over the 180 days following the trade) restricted trade windows (Panel B, Model 3, Intercept = 0.09%, t-stat of 2.66; InWin = 0.04%, t-stat of 0.68).
Moreover, consistent with the GC being motivated by legal jeopardy, and with similar legal jeopardy for purchases regardless of whether they are inside a restricted window, we find the GC is equally diligent in monitoring purchases inside and outside windows. Specifically, GC approved purchases outside the window earn 0.07% less per day (Panel B, Model 3, GC = -0.07%, t-stat. of -2.08) and GC approved trades inside the window earn 0.08% less per day, a statistically insignificant difference -0.01% (GC*InWin = -0.01%, t-stat of -0.19).
However, for sales, we find trades executed inside restricted trade windows are more profitable (and therefore more likely to be informed and litigated) than trades outside windows.
Specifically, sales outside restricted trade windows earn 0.01% per day and sales inside restricted trade windows earn 0.05% per day (Panel C, Model 3, Intercept = 0.01%, t-stat of 0.77; InWin = 0.04%, t-stat of 2.81). Consistent with the GC being motivated by legal jeopardy, and with greater legal jeopardy for sales inside restricted windows, we find the effect of the GC is greatest for sales inside restricted windows. Specifically, we find GC approved sales outside the window earn 0.02% less per day (Panel B, Model 3, GC = -0.02%, t-stat. of -0.14) and GC approved trades inside the window earn 0.07% less per day, a statistically significant difference of 0.05%
(Panel B, Model 3, GC*InWin = -0.05%, t-stat of -2.36).
Collectively, the evidence from Table 4 suggests that GC approval is associated with a substantial reduction in insider trading profits. Thus, when given the authority, it appears the GC can effectively limit the extent to which insiders use their private information to extract rents from shareholders. Table 5 presents results regarding the association between restrictions in the ITP and the ability of insider trades to predict earnings surprises. Earnings surprise is measured using two variables, the forecast error from a seasonal random walk model of earnings (ΔEarn) and the short window investor response to the earnings announcement (Anncret). The first variable captures fundamental operating performance of the firm and the latter measure captures whether this performance met investors' expectations for the period. 
ITP restrictiveness and earnings surprises
The results presented in Table 5 support the inference that insiders' trades tend to be privately informed, but less so when general counsel approval is required. These results provide confirmatory evidence that cross-sectional variation in insider trading profits is likely due to cross-sectional variation in the use of private information. 
Additional Analyses
Alternative explanations
Rather than the GC actively limiting insider's ability to extract information rents, an alternative explanation for our results is that GC approval is required only at firms that have lower ex ante information rents available to insiders (e.g., less information asymmetry that can be exploited by insiders). This situation might occur, for example, if insiders have control over the governance of the firm and implement a GC approval requirement only when it is not personally costly, in terms of foregone rents. We rely on three techniques to test this alternative explanation.
First, this explanation predicts that GC approval is required in firms where ex ante information rents (i.e., profitable insider trading opportunities absent restrictions) are low.
Accordingly, we examine the characteristics of firms that require GC approval of insider trades, 14 The association between insiders' trades and earnings surprises make it less likely that reported returns associations (Table 4) result from investors' response to insiders' trade disclosures.
and whether this requirement is concentrated in firms that would appear to have limited information rents otherwise available to insiders.
Second, this explanation predicts that, holding constant the level of ex ante information rents, GC approval is not associated with a reduction in trading profits. Accordingly, we match firms that require GC approval to firms that do not require GC approval based on several proxies for the level of ex ante information rents available to insiders (e.g., measures of governance and information asymmetry). We then test whether GC approval is associated with decreased trading profits even among firms with similar levels of ex ante information rents.
Finally, this explanation predicts that firms that require GC approval have historically lower trading profits than firms that do not require GC approval. Accordingly, we examine whether firms that require GC approval during our sample period, post-SOX, have lower trading profits in prior periods, pre-SOX. If firms that require GC approval post-SOX also have lower trading profits pre-SOX, it suggests that active monitoring by the GC is not the cause of the reduced profits, but rather that such firms simply have fewer opportunities for profitable insider trading.
Firm characteristics associated with GC approval
To examine whether GC approval is more common in firms that have lower ex ante information rents, we estimate the probability that the firm requires GC approval of insider trades as a function of several governance and informational asymmetry variables thought to determine the level of rents available to insiders. In particular, we estimate the following logistic regression: We measure the degree of information asymmetry between managers and shareholders using three variables. Analysts is the natural log of one plus the number of analysts providing estimates . 17 Because prior research shows that firm size and valuation affect the level of insider trading (e.g., Seyhun, 1986; Rozeff and Zaman, 1998) , we also include Size, which is the natural log of market value measured quarterly and averaged over the sample period, and BM, which is the ratio of book value of equity to market value of equity measured quarterly and averaged over the period. less from trading, are less likely to require GC approval. This is inconsistent with the notion that insiders control the governance of the firm and put a GC approval requirement in place only when they have little to gain from trading. Instead, the results are consistent with GC oversight being less likely at firms with low information asymmetry because there are lower ex ante information rents available to insiders from trading.
Propensity score matching
To help assess the alternative explanation that GC approval is associated with decreased trading profits because there are less ex ante information rents available at firms that require GC approval, we match firms that require GC approval to firms that do not require GC approval based on proxies for the level of ex ante information rents. Matching allows us to control for average magnitude of cumulative abnormal returns over the five day window centered on the each of the firm's quarterly earnings announcements (Huddart and Ke, 2005). factors that affect the level of ex ante information rents available at the firm, without relying on parametric assumptions about the relationship between observable firm characteristics and the level of rents (see Armstrong et al., 2010 and Rusticus 2010 , for a discussion).
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We construct our matched sample using propensity scores where the treatment variable is whether GC approval is required for insider trades. We identify matched pairs by selecting an observation that received the treatment (GC approval requirement) and selecting another observation with the closest propensity score that did not receive the treatment. We calculate our propensity score by estimating the probability that the firm requires the GC to approve insider trades as a function of several governance and informational asymmetry variables thought to determine the level of rents available to insiders (see equation (5)) and form 104 match pairs that differ depending on whether GC approval is required for insider trades.
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An important step in forming a matched sample is to evaluate covariate balance. Covariate balance ensures that the treatment and matched control sample are similar across all dimensions except the variable of interest, i.e., the GC approval requirement. We assess covariate balance between the treatment and control groups using a t-test of the difference in means, a Wilcoxon ztest for difference in medians, and a Kolmogrov-Smirnov (KS) test of the difference in distributions. The results in Table 6 (Panel B) suggest that the propensity score matched control sample resembles the treatment sample along all relevant observable dimensions.
Estimates of the treatment effect related to GC approval are presented in Table 6 (Panel C).
We find strong evidence that insider trades that require GC approval earn substantially lower 18 Results are robust to using two-stage probit-least-squares as an alternative, where equation (5) is the first stage.
Results are also robust to including the governance and information asymmetry variables from equation (6) directly in equations (2) and (4). We find no evidence of a relation between these governance variables and trading profits. 19 In our sample of 260 firms, fifty two (20%) do not require GC approval. These fifty two are then matched to fifty two firms that require GC approval with the closest propensity score. This reduction in sample size decreases the power of our tests.
profits than trades that do not require GC approval. Specifically, the average risk-adjusted return of trades without GC approval is 0.03% per day compared to 0.01% for trades with GC approval, 
Historical trading profits
To examine whether insiders at firms that require GC approval during our sample period have historically lower trading profits available to insiders, we test whether firms that require GC approval in our sample period, post-SOX, also have lower trading profits in prior periods that predate recent regulatory events that alter the enforcement environment (Rule 10b5-1 and the Sarbanes-Oxley Act). Specifically, we examine the effect of restricted trade windows and GC approval on insider trading profits for the time period 1992 to 1997 (e.g., Bettis et al., 2000) and an expanded period from 1992 to 2002 (e.g., Huddart et al., 2007 , the start of SOX).
21 20 We assess the sensitivity of our results to omitted variables using a bounding technique developed by Rosenbaum (2002) for application to propensity score matched samples (see Armstrong, Jagolinzer, and Larcker (2010) for more details). We find that for the effect of the GC on insider trading profits to be reduced to marginally significant (i.e., p-value of 0.10, two-tail), the omitted variable must result in firms being twice as likely (rather than equally likely) to have GC approval after controlling for corporate governance, information asymmetry, firm size, and book-tomarket. While not impossible, we believe that it is unlikely that there is an omitted variable with this high level of correlation driving our results. 21 While not using data on actual restricted trade windows, Huddart et al. (2007) compares the profitability of trades made shortly before earnings announcements to those at other times from 1996-2002. Huddart et al. (2007) find the frequency of net purchases over the 20 days before the earnings announcement is positively associated with earnings Consistent with Bettis et al. (2000) , we find that trades executed within a restricted trade window in these earlier periods are, on average, less profitable than trades executed outside a restricted trade window. In particular, from 1992 to 2002, we find that trades inside (outside) restricted windows earn risk-adjusted returns of -0.04% (0.01%) per day, a difference of 0.05% (t-stat. of 1.99).
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Additionally, we do not observe any evidence of decreased trading profits during these earlier periods for firms that subsequently require GC approval during our sample period (2003) (2004) (2005) . In particular, from 1992 to 2002, we find that trades at firms that do (do not)
subsequently require GC approval earn -0.01% (0.01%) per day, a difference of 0.02% (t-stat. of 0.87). This is inconsistent with the alternative explanation that firms which require GC approval have lower ex ante information rents available to insiders. Instead, the results suggest the GC requirement itself, rather than some unobserved characteristic of the firm, is responsible for a decrease in trading profits in our sample time period.
Efficacy of alternative measures of trade inside restricted windows
Without the advantage of data regarding the actual timing of restricted trade windows, it is difficult to infer whether a given trade occurs inside or outside a restricted window. Nonetheless, absent such data, prior work infers that trades in the period beginning one month after the previous earnings announcement and ending on the day of the current quarter's earnings announcement occur inside a restricted trade window (e.g., Roulstone, 2003) . While the advantage of such a rule is that it can be applied to a large number of firms without requiring data on actual restricted trade windows, the disadvantage is that it is relatively imprecise. For announcement period returns, but no association for the dollar value of net purchases or non-directional measures of trade. 22 For parsimony we discuss but do not tabulate these results from re-estimating equation (2) for the earlier period. The coefficient on InWin is -0.05 (t-stat. of 1.99), all other coefficients are insignificant.
example, the average firm in our sample has a restricted window 48 days long that ends one day after the earnings announcement. Therefore, it is unclear to what degree this rule misclassifies trades as inside or outside restricted trade windows.
Using data on the actual dates of restricted trade windows for firms in our sample, we compare inferences under both the actual window and the "inferred window" based on Roulstone (2003) . We find that the "inferred window" correctly classifies 81.13% (90.02%) of trades occurring inside (outside) the window. For comparison, an alternative rule is to naively apply the average restricted window length before and after the earnings announcement to all firms. This rule (46 days before, 1 day after) correctly classifies 83.21% (89.27%) of trades occurring inside (outside) the window. Repeating our analyses using either inferred window measure does not alter inferences about the effect of the GC. However, it does alter inferences about the effect of restricted windows on insider trading profits. Specifically, using both inferred window measures, we no longer find that restricted windows are associated with trading profits, positively or negatively. Thus, the use of inferred windows appears to introduce significant measurement error and therefore researchers should exercise caution when interpreting null results based on inferred windows.
Summary and Conclusions
This paper examines the impact of the firm's internal control process, specifically actions taken by the general counsel -on the ability of insiders to use their private information to extract rents from shareholders. If informed trading by insiders is considered undesirable by shareholders or illegal by regulators, corporate governance should manifest itself in restrictive governance elements within the firm's insider trade policy. Using a unique sample of detailed insider trading policies, we find that active monitoring by the general counsel is associated with a substantial reduction in inside trading profits and the ability of insider trades to predict earnings surprises. In contrast to prior literature, we find that restricted trade windows do not appear binding and that insider trades made within these windows (absent general counsel approval) are generally informed. Collectively, our results, suggest that the general counsel is an active component of an overall governance structure and that the choice of corporate governance directly affects the extent to which insiders use their private information to extract rents from shareholders.
Appendix A. Examples of Insider Trading Policies
Boeing: (coded as: GC = 1)
They (company officers and certain other designated employees) are urged to trade in Boeing stock only during the period beginning on the third business day following the date of release of a quarterly or annual statement of sales and earnings and ending on the twelfth business day following such date.
Executive officers of the company … are not permitted to trade in Boeing stock unless they have approval for a specific trade from the corporate secretary.
Maxwell Technologies: (coded as: GC = 0)
… the Company requires that you trade in securities of the Company only during a period that (i) begins on the second trading day after a periodic earnings press release, and (ii) ends ten (10) business days before the end of the fiscal quarter during which such release was made. If you have any questions or are in doubt as to the propriety of any proposed trade or the significance of any information you may possess, the Company requests that you speak with the Company's Chief Financial Officer, in person, prior to making the trade in the Company's securities.
RadioShack: (coded as: GC = 1)
… members of the board of directors, officers, senior directors, and region directors of RadioShack may buy or sell RadioShack securities only during the period beginning two full trading days after the release of RadioShack quarterly earnings and ending one calendar month prior to the end of the next fiscal quarter, as described in the table below:
Trading Window Opens Trading Window Closes
Two full trading days after the annual earnings release (typically in mid-February) February 28/29
Two full trading days after the 1Q earnings release (typically in midApril) May 31
Two full trading days after the 2Q earnings release (typically in midJuly) August 31
Two full trading days after the 3Q earnings release (typically in midOctober) November 30
The General Counsel may also require persons in addition to those listed above to comply with the trading window for specified time periods.
Notwithstanding the fact that a trading window is open,  all members of RadioShack's board of directors and RadioShack's General Counsel (and their Related Persons) must obtain prior clearance from the Presiding Director of the board of directors, and  all RadioShack officers (and their Related Persons) must obtain prior clearance from RadioShack's General Counsel before placing any order for or making any purchase or sale of RadioShack securities, including any exercise of stock options. Prior clearance is required for all purchases or sales, including modifying investment options in RadioShack's 401(k) plan. Insider trading policy, insider trade, and firm descriptive statistics are reported in Panels A, B, and C, respectively. GC equals one if GC approval is needed to execute the trade and equals zero otherwise. WinLength is the length in calendar days of the restricted trade window. pre denotes the period prior to an earnings announcement. post denotes the period subsequent to an earnings announcement. NetPurchRatio is computed as the firm's daily insider net purchases scaled by insider volume. TradingProfit is the average risk-adjusted return for each transaction (in percent) calculated over the 180-days following the transaction and relative to the Fama and French (1993) and Carhart (1997) This table presents estimates of trade-specific profits (TradingProfit i,t ) and coefficients from estimating transaction-day specific regressions of daily returns on common factors over the 180-days following each transaction: (R i -R f ) = α + β 1 (R mkt -R f ) + β 2 SMB + β 3 HML + β 4 UMD + e. R i is the daily return to firm i's equity, R f is the daily risk-free interest rate; R mkt is the CRSP value-weighted market return, and SMB, HML, and UMD are the size, book-to-market, and momentum factors (Fama and French, 1993; Carhart, 1997) . TradingProfit i,t is equal to α (-α) for purchases (sales). t-statistics appear in parentheses and are based on standard errors clustered by transaction date and firm. ***, **, * denote statistical significance at the 1, 5, and 10% (two-tail) levels respectively. is the earnings surprise for quarter q, measured forecast error from seasonal random walk model of quarterly earnings (data #8) scaled by total assets (data #44) and in percent. Anncret q is the earnings announcement period return for quarter q, measured as the three-day market-adjusted buy-and-hold return centered on the earnings announcement date in percent. WindowTrade is the net insider trade within the restricted trade window over the 90 days prior to the earnings announcement (volume of buys within the window less volume of sales within the window, as a percent of shares outstanding) and NonWindowTrade is the net insider trade outside the restricted trade window over the 90 days prior to the earnings announcement (volume of buys outside the window less volume of sales outside the window, as a percent of shares outstanding), NetTrade q is the net insider trade over the 90 days prior to the earnings announcement (the sum of WindowTrade and NonWindowTrade). GC equals one if GC approval is needed to execute the trade and equals zero otherwise. Size q is the natural log of market value at the end of the fiscal quarter. BM q is book value (data #59) scaled by market value at the end of the quarter. t-statistics appear in parentheses and are based on standard errors clustered by quarter and firm. ***, **, * denote statistical significance at the 1, 5, and 10% (two-tail) levels respectively. Size is the natural log of market value measured quarterly and averaged over the sample period. BM is the ratio of book value of equity to market value of equity measured quarterly and averaged over the sample period. ***, **, * denote statistical significance at the 1, 5, and 10% (two-tail) levels respectively.
Panel B presents the difference in means, medians, and distributions between the treatment and control samples for governance and information asymmetry variables. Panel C presents the difference in means, medians, and distributions between the treatment and control samples for insider trading profits. Treatment and control samples are formed by matching each firm that does not require GC approval (control sample) to a single firm that requires GC approval (treatment sample) using propensity score matching. The propensity score is the predicted probability of GC approval using the model estimated in Panel A. t-statistics appear in parentheses and test for a difference in means between treatment and control samples, Wilcoxon p-values appear in brackets and test for a difference in medians, and Kolmogorov-Smirnov (KS) p-values appear in brackets and test for a difference in distributions. ***, **, * denote statistical significance at the 1, 5, and 10% (two-tail) levels respectively.
